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APR 13 1978 

MEMORANDUM FOR: 

FROM: 

SUBJECT: 

Summary 

U.S. DEPARTMENT OF LABOR 
OFFICE OF THE SECRETARY 

WASHINGTON 

THE PRESIDENT / 

THE SECRETARY OF LABOR~ 

Reconsideration of the Employment 
Tax Credit Proposal 

The current specification of the Administration's E·mployment 
Tax Credit (ETC) proposal provides credits to firms for each 
disadvantaged youth they hire. This form of ETC would 
per.mit fir.ms to fire and layoff existing wo.rkers to re.ceive 
credits for hiring CETA-eligible youth, would involve high 
costs per new job for disadvantaged w.orkers, and would help 
disadvantaged youth often at the expense of disadvantaged 
adults. These problems guarantee political opposition from 
organized labor and groups like the National League of 
Cities. 

Adopting an incremental feature--in which firms receive 
credits only when they expand employment beyond some 
share of normal employment--would lessen the political 
opposition to the ETC and would improve the equity and 
economic impact of the ETC. Thus, I believe it is im
portant that the Administration adopt an incremental 
feature before the proposal reaches Congress. 

1. Status of the ETC Proposal 

On the basis of a March 24 memo, you approved a tax credit 
for firms hiring disadvantaged youth, age 18-24. You decided 
to: 

restrict the credit to youth instead of all dis
advantaged workers, 
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allow firms to claim the credit for each eligible 
worker employed instead pf for increases in the 
firm's employment of eligible workers; 

limit the credit to a firm's income tax liability 
instead of permitting refundable credits to those 
firms with zero tax liability. 

Although the Urban Policy statement. indicated the credit 
would cost up to $1.5 billion, Treastiry bas estimated 
the proposal's actual cost at about $.3 billion in FY 1979·, 
$.8 billion in FY 1980, rising gradually to $1.3 billion 
in FY 1983. : 

The Ways and ·Means Committee will be ready to take up ·ETC 
proposals in about two weeks. Thus, the Administration· 
will have to send up the details of its proposal soon~ 
So far, only the outline of the -proposal. that appea·red 
in the Urban ·Policy Message has been made public. 

2. Difficulties with the Current ETC Proposal 

a. The Equity Issue 

The current proposal· doe.s not· build in safeguards against 
the layoff and firing of existing workers to open places for 
credit-eligible workers. Such substitution coul~ even cause 
some disadvantaged. youth to lose jobs to other disadvantaged 
youth, since the youth who is laid off may be.come dis- · 
advantaged by virtue of the layoff itself. The ETC could 
certainly cause firms to lay off disadvantaged adults and 
hire disadvantaged youth. 

b. Expansions in Coverage 

The Congres.s i's likely to expand eligibility of workers who 
would be credit...,eligible. At a minimum, Ways and Means will 
probably extend coverage to welfare recipients and fold the 
current WIN and welfare credits into the new ETC. Unions 
and other groups oppose the youth limitation and see t:he 
proposal as similar to a subminimum wag.e fo.r youth. 

Widening coverage could. add substantially to the ETC's 
cost. Covering all welfare recipients could increase 
budget costs from about $1.3 billion to $1 •. 8 billion. 
Including all workers receiving food stamps or welfare 
could raise the ETC's cost to $3.0-3.5 billion; including 
all disadvantaged could involve a co:st of over $4.5 billion. 
(These are all annual tax expenditures after the ETC is -
fully implemented). 
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c. Windfalls for Existing Jirms 

Unions are likely to oppose·the current ETC not only 
because of the layoff probl~m buf ,lso because too 
much of the credits will be windfalls t·o employers 
who tend to hire disadvantag~d even without the 
credit. Any ETC proposal would result in some wind
falls, but under the current Administratiori version, 
the windfalls are especially ·large arid obvious. 

d. High Cost Per Job 

. Treasury estimates that under the current specificati.on, the 
t:ax loss pe·r new job for disadvantaged will be about $13,00·0· • 

. _ M,apy ~of th~se jobs will come at the expense o.f other workers, 
· 1ncludin,g disadvantaged adults. Thus;. the cost for each new 

job· to 'the economy would substantially exceed $13,000, 
· .pe·rhaps rising· to $26,000. 

3. The Incremental Feature 

We believe that adding an incremental feature. will increase 
the ETC's chances to pass Congress and, once passed, will 
enhance the.equity and economic impact of the ETC.- The 
inc,remental feature we propose would limit the credit to: 

increases in a firm's total employment beyond 90% of 
its last year's employment, as well as 

the number of disadvantaged worker,s hire.d by the 
firm. · 

As long as the firm increased i,ts total employment (over 90% 
of last year's employment} by the number of disadvantaged 
workers hired, the firm could claim the credi:t for each 
disadvantaged worker. However, if a none·xpanding firm's; 
share of disadvantaged workers normally exceeded 10%, it 
would not receive full credits for following its n()rmal 
employment policy. The ETC would ac,t as a premium, provi.ding, 
e.xtra benefits only for extra effort. Adding the incremental 
feature would: 

virtually.eliminate the problem of encouraging firms 
to lay off or fi.re exis·ting workers to qualify for tax 
credits; 

lessen the windfalls to low wage firms; 

provide budget room for increases in the number. o.f 
workers covered without substantial additional costs; 
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increase the number of jobs created per dollar of 
tax expend'iture; ·and 

-- do more to help disadvantaged workers move into 
growing firms,, where advancement .opportunities are 
better. 

The addition of an incremental feature could have some 
disadvantage,s. It would add complexity but little 
compared to that already embodied in the current pro-. 
posal. We wqUld haveto alter somewhat the ETCalready 
announced. This should not be a serious problem b~~au~e we 
have not· yet sent spe:cifications .to Congress. Another . 
·concern is that too much ·'of the ETC will ·flow to growing· 
ar·eas. · In f:act,. I,'egional.effects·.wou1d not be' a·dverse ., 
to urban firms because the credits would be concen'trated 
in areas with many d;isadvantaged workers. · Firms in these 

. areas will g·~in new. growth incentives. 

4. Conclusions 

We believe the advantages .of the incremental. feature far 
outweigh its· disadvantages. By adopting this f.eature, the 
Administration could: · 

make it easier to attain agreement with the Corigress~ 
and 

make t·he credit mote equitable and more efficient 
· than the current proposal. 
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EXECUTIVE OFFICE OF THE PRESIDENT 
OFFICE OF MANAGEMENT AND BUDGET 

WASHINGTON, D.C. 20503 

Apriili 21, 1978 

MEMORANDUM FOR: RICK HUTCHESON 

FROM: 

SUBJECT: 

Suzanne H. Woolsey~ 
Secretary Marshall's Appeal on Targeted 
Employment Tax Credit 

Secretary Marshall would substitute an incremental mechanism 
for tae non-incremental targeted employment tax credit (TETC) 
selected by the President as .part of the Urban Policy. 

All the f.laws of the non-incremental approach - high windfall 
profits, cost per job, the opposition of the unions, narrow
ness O·f targeting, the substitution of young f.or older 
workers - were well known and discussed by all agencies 
during preparation O·f the initial decision memo for the 
President. 

The greater net effect for youth and reduced administrative 
burden were judged to outweigh the flaws. 

The Secretary's incremental design would cut out many firms 
that now hire a large number of disadvantaged youth. This 
is supported by calling such firms ".low wage" and therefore 
somehow unattractive. The possibility that some firms will 
expand low-wage forces, even at the expense.of hiring some 
higher wage workers, is advan,tageous for our g.oal of aiding 
youth. Young workers cannotcommand higher salaries without 
some period of employment experience which the tax credit is 
designed to help them acquire. 

The Secretary's further concern over the potential for multi
billion dollar budget costs if the Congress seeks to expand 
eligibility to all welfare recipients cannot be dealt with 
in isolation o.f our overall strategy for welfare · re.form and 
tax cuts. (Note that the current AFDC-WIN tax credit is 
costing only $20 million per year.) Those strateg.ies aave 
not yet been formed, nor has there been an opportunity to 
evaluate the seriousness of the threat posed by widened 
eligibility. 
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Recommendation 

1.. Before going in to the President, Treasury views should 
also be obtained. 

2 ~ Reta·in the non-±ncremen:tal a proach. The Secretary • s 
proposa does not a d enough new arguments to support 
seeking. Pres'idential review • The political issue of 
Congressional and uniori· support may deserve more thorough 
evaluation.. However, the President is. being a:sked to 
sacrifice the program goal of aiding youth in return for 
the benefit of avoiding antagoniz·ing. unions and perhaps· 
disagreements with some members of Congress ·over the 
exten:t of targeting. We feel the initial policy is 
sufficiently strong and publicly defensibl.e. as to out-
weigh .'these -risks. . 



THE CHAIRMAN OF THE 

COUNCIL OF ECONOMIC ADVISERS 

WASHINGTO.N 

April 29, 1978 

MEMORANDUM FOR THE PRESIDENT 

FROM: h 
, cLS 

C arlJ.e Schultze 

SUBJECT: Reconsideration of the Employment Tax Credit 

Background 

In devising the Administration's proposed Employment 
Tax Credit, many variations were thoroughly discussed by the 
participating agencies -- DPS, OMB, DOL, Treasury, and CEA. 
There was early general agreement that an employment tax 
credit targeted to those who suffer severe labor market 
obstacles was preferable to the general employment tax 
credit presently in operation. The major decisions which 
remained were: 

o whether the cred'it should be incremental (firms 
would receive credits only when employment is 
expanded beyond some benchmark level) or categ.orical 
(firms would receive credits for all employed persons 
from the targeted population group); and 

o whether the credits should be targeted to disadvantaged 
youth or to all disadvantaged persons. 

DPS, OMB, T.reasury, and CEA favored the categorical 
approach, with the targeted population defined to be disadvantaged 
youth. You orig.inally approved this position. However, . 
Secretary Marshall has asked you.to reconsider your decisions 
on these two features· of the credit. I believe you should 
not change your decisions for several reasons. 

An Incremental versus a Categorical Credit 

Secretary Marshall argues that an incremental credit 
would create more new jobs per dollar of r-evenue foregone 
than would a categorical program. The AFL-CIO strongly 
favors such a program. I do not think the arguments are 
persuasive. 
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An incremental employment ··tax credit would be only 
slightly more efficient, in terms of job creation per 
dollar of tax expenditures, than a categorical program. 

The categorical credit would be available for the first 
two years for each disadvantaged youth employed by a firm. 
By contrast, an incremental credit would be available only 
for the nuniber of disadvantaged persons employed .by a firm 
each year in excess ofa base number of regular employees in 
the. firm. That base is a fixed proportion of the previous 
year' s total employment. For. example: 

Total emplo;yment in 1978 •••••••••••••••• 100 
Base (90 percent) •••• ~.................. 90 

·Total employment in 1979 ••••••••.••••••• 110 
Maximum number of disadvantaged 

emp.loyees e.ligible for credit 
in 19 7 g~.. . . • . • . . . . . . . . . . . . . . . . . . . .. . . . . . 2 0 

If total employment in a firm increased, and then stabilized, 
the base woul:d increase and so.reduce the number of workers 
eligible for the credit. For example: (same firm as 
earlier example) 

Total employment in 1979 ••..••••••.••••• 110 
B~se (90 percent) ••••••••••••••••••••••• 99 
Total employment in 1980 ••••.••••••••••• 110 
Maximum number of employees 

eligible for credit in 1980 ••••••.••.• 11 
Number of disadvantaged persons for 

whom. the firm could.lose: eligibility 
i·n· 19,8 0 • •••••••••••• ·•· • • • • • • • • • • • • • • • • • 9 ('2 o minus 

11) 

Analysis by my staff demonstrates that under the·se conditions, 
the categorical and incremental credit approaches are likely 
to create essentially the same number of job opportunities 
for disadvantaged workers per dollar of revenue loss. 

The·incremental credit is considerably less appealing 
than a categorical credit when another feature of the scheme 
is considered. A firm will not know with certainty what 
its total employment will be at the end of each year. But 
the nuniber of workers eligible for subsidy depends on 
end-of-year total employment. Hence, the extent of the 
firm's subsidy for the year is unknown until year end, and 
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this uncertainty will d:iscou:r:ag.e full use of the subsidy. 
Firms face the risk that they will hire more disadvantaged 
workers than qualify for an incremental tax credit -
diluting the total value of the subsidy to the firm. Under 
those circ.umstances, I believe that the number ·of jobs 
established under this program would be reduced. 

By contrast, under the categorical approach, credits 
will be provided for any worker from the target group 
retained for three months or more. 

Secretary Marshall also has argue·d that the incremental 
tax credit would involve lower windfall profit gains to 
businesses than would a categorical approach. In the 
short-run, firms that take advantag.e of the proposed tax 
credi-t will: incur. an .increase. in their prof-its. However,, 
analysis by my s.taff again indicates that the potential 
"windfall," or subsidy, would be essentially equivalent 
under either approach. 

Eligibility Criteria 

The credit we have proposed would limit elig.ibility for 
the credit to- young·, disadvantaged workers. Secretary 
Marshall has proposed expanding eligibility to all dis•advantaged 
workers, regardless of age. ·While there are many disadvantaged 
persons in the labor market, it is my judgment that youth, 
especially minority youth, suffer from the most serious 
structural obstacles to employment. Expanding eligibility 
would spread th~ limited do.llars available for this credit 
too widely and wouid reduce its impact on youth, who need 
private sector experience most. The Administration proposal 
is designed to improve both the quantity and quality.of 
employment opportunities for those who fare worst in the 
labor marke.t.. For this reason, I feel that the eligibility 
criteria should be held to the narrow bounds you originally 
approved. 



to. Mr. ~ick Hutcheson 
( I -: 

Rick -

Af21/78rt t uepo men 
of the Treasury 
Office 
of the Secretory 

Attached is Mike's view on Secretary 
Marshall's proposal to alter the Employment 
Tax Credit. 

The staff over here was upset that we 
were not directly asked to respond to the 
Marshall memo. Treasury runs the tax system 
and should be consulted on all proposals 
about that system. 

Curt A. Hessler 
Executive Assistant 
to the Secretary 
room 3407 
phone 566-590 l 



THE SECRETARY OF THE TREASURY 

WASHINGTON 2022.0 

April 21, 1.978 

MEMORANDUM FOR THE PRESIDENT 

Subject: Labor Department proposal to alter the Employment 
Tax Credit 

Secretary Marshall suggests. limiting our Employment 
Tax Credit {ETC) to firms that increase employment over 
some base level. I recommend against this chang.e .• 

Limiting the ETC to growing firms would not prevent 
substitution of ETC-eligible workers for other workers; 
nor would it reduce windfalls for firms that would have 
hired the disadvantaged "anyway": 

Substitution: The whole purpose of an ETC is to 
make disadvantag.ed workers more attractive relative to 
other workers and thus to narrow the dispar1.ty in unemploy
ment rates between the two groups. In that sense, "sub
stitution" is not only inevitable but desirable. What of 
course we do not want is an absolute reduction in the 
number of jobs available to non-elig1.ble workers, but the 
only way to prevent that is to expand the labor market as 
a whole, through proper macroeconomic policies. Limiting 
the ETC i:t:self to growing firms is not a solution. It 
would not expand the size of the labor market, and unless 
that happened, non-elig.ible workers would still suffer an 
absolute dispiacement by eligible workers. 

Windfalls: The only way to prevent windfalls is 
to identify those disadvantaged workers who would have been 
hired "anyway." This is imposs·ibl·e. Limiting the ETC to 
growing firms is no answer: Growing firms are no less 
likely than stagnant firms to have hired the disadvantaged 
"anyway." 

Limiting the ETC to growing firms would have very 
serious disadvantages: 
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Complexity: An incremental ETC 'Would be much 
more complicated to claim and to administer. In addition, 
eligibility for many firms would not be known until the 
enq of the tax year--too late to .influence hiring 
practices. The ETC would become- yet another source of 
uncertainty associated .with hiring, .the disadvantaged. 
If it is to .. do any good, the· ETC must be as simple and 
certain as po~sible. 

• Dis.crimination: An incremental ETC would discrim
inate against non-growing firms, set.ting up a· competitive 
distortion against businesse~:? which are already struggling. 
Similarily, it would discriminate against disadvantaged 
workers seeking employment in non-growing firms, to no 
apparent social purpose. · 

It is ··true that limiting, the ETC to growing firms 
would free up revenue f·o:r expanding the class of workers 
el!9i.ible for the credit. But our ETC is targeted on the 
clas·s suffering most critically from high unemployment: 
CETA-eligible youth. We should resist a never-ending· 
"Christmas tree" process of. adding neweligible groups. 

Finally, I strongly oppose making the ETC refundable. 
Thi,s would set a disastrous precedent for other tax 
credits. 

W. M'ichael Blumenthal 
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THE· SECRETARY. OF COMMERCE 
Washington, D.C. 20230. 

MAY 0 1 1978 

•MEMO·RANDUM FOR THE. PRESIDENT .1978 MA'f I . PM 2' 3o 

SUBJECT: US/UK Tax Treaty 

The United States-United Kingdom tax treaty, soon to be con~ 
side:red by the Senate, provides substantial bene·fi ts to 
American taxpayers, to the U.S. ·Government and, on balance.,· 
t,o most State .t.:pdng. authorities. Failure to· ratify the 
treaty in its ·entirety would require a renego.tiation process, 
with the near certain result that the British Government 
would withdraw some of its more important concessions.. There 
is already concern in Br.itain that the treaty, as now written, 
is too advantageous to the United States. Two "ground
-breaking" concessions of major benefit to the United States 
are: 

(:t} Rebate o.f Advanced Corporation Tax (ACT} for U .• s . 
. Inves.tors ·in British Companies 
A rebate retroactive to 1973 of 10,0 percent of the 
ACT is provided for u.s. portfolio investors who 
received and will receive dividends from British 
corporations. In. addition U.s .• direct investors 
will get a rebate of 50 percent of the ACT retro
active to 1975. The u.s. balance of :payments will 
likely receive a boost. o.f $38.1 million in re,tr:o
active payments through 1978,-plus. additional 
annual .amounts ther.eafter in the neighborhood of 

. $8:S· million. 

(2:}; Acceptance in Principle of Apportionment for Multi
nationals of Domestic Expense :to Foreign Income 
The U.K. has agreed in principle to c.ompute U.K. tax 

J. liability of u.s. corporations taking into account 
appropriate expenses for stewardship r.esearch and 
development, and interest incurred in the u.s. but 
properly apportioned to u.s. profits. 

Additionally the treaty would: 

: .. ·~ 

o Add certainty to the avai.labili·tY o.f the U.S. 
foreign credit for oil investments' subject to 
the U.K. Petro·leum Revenue Tax. 
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o Require a corresponding recognition by one co-un
try's taxing authority when the. other country· 
makes an ad]ustment or correction-of income that 
is taxed by them both . 

. o Clari·fy the treatment of containerization as' it 
relates to shipp'ing and air trarisppr:t. . ' 

. ., . ~--

I believe that the treaty wil.l make a maj:or co.nt-ribution ·to ·
the u.·s. economy- and 'represents a _pos.itiv:e step in our rela
tions With the United Kingdom ,on outs·tanding tax issues~ . 

·Moreover, its ratification might induce other countries_ :<e.g. 
Gerptany, France) which· have_ integrated their corporate_tax -
systems for t:he benefit of. only resident· shareholders, to· b~·· 
more 'Willing to acconunodate this .discrimination· again~t t.L:S:. 
shareholders on the basis of a tax treaty bas-ed on the U .-K~ 
inQdel. _ I c.strong,ly re.commend- th-a'j: you g·ive ·th.i!3~ iss:iie your 
personal atte-ntion. ·-• 

·. '.: 

,. \ ';" 

,_ 
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